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• costs

Selection of arbftrators

7.44 The prime considerations for the selection of arbitrators should be:

• expertise

• neutrality

7.45 Expertise comprises knowledge and experience in one or more of the following:

• law and arbitration

• industry economics

• industry expertise

7.45 The requirement of neutrality requires that

• arbitrators be independent of each party and have no adual or perceived
conflict of interest

• arbitrators not be seen as government regulators

7.47 The Discussion Paper45 proposes that the Government would establish a panel of
arbitrators with a cross section of expertise. In the event of a dispute over access,
three arbitrators would be selected from the panel in accordance with the procedures
set out in the Discussion Paper.

7.48 The need to establish a panel of arbitrators which is compulsory to the parties is
doubtful. Limiting the field in this way nJns the risk that appropriate persons with
expertise would be exduded from acting as arbitrators. In particular, such an
approach restricts the freedom of the parties themselves to agree on appropriate
arbitrators to resolve the dispute.

7.49 Furthennore, establishing a panel of arbitrators creates the risk that the arbitrators will
behave more like regl.oiators than arbitrators. In other words, there is a risk that the
arbitrators will perceive their role as fulfilling a government regulatory function. This
may give rise to the concems about decision making by regulators; in particular, the
concern of capture and -regulatory responsibility".

7.50 It may also be difficult to achieve a panel of arbitrators which will comprise a sufficient
cross section of skills to deal with access disputes. Indeed, often the most skilled
experts are otherwise fully employed, and may be reluctant to be appointed to the
panel of arbitrators. Consequentfy, the panel may be -second bUr, and the best
expertise not utilised as a result.

45 Paragraph 11 of AppendIX A to the Discussion Paper.
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7.51 This does not preclude the establishment of an arbitration panel which is not
compulsory. The establishment of such a panel may be helpful to parties in dispute
who could have access to it on request.

7.52 For ttlese reasons, the parties should be free to select their own arbitrator for dispute
resolution. In establishing a tribunal, each party should be requested to nominate an
arbitrator. The ttlird arbitrator should be appointed by agreement of ttle two "party"
arbitrators. If ttlose arbitrators are unable to agree within a defined time (say, two
weeks), an appointment should be made by a third person. The ttlird person should
be independent of ttle parties and should not be seen as a govemment regulator.
One solution would be for ttle appointment to be made by ttle President of the
Arbitrators' Institute of New Zealand.

7.53 In making ttle appointment, the President should have regard to the need to have both
economic and legal expertise on the tribunal and the appointments made by the
parties. If neither party has nominated a lawyer, the appointing authority should be
required to appoint a lawyer.

7.54 The third ("non-partyj arbitrator should act as an artitrator - not an umpire - so that
decisions of the arbitrators will either be unanimous or by majority.

Procedure

7.55 Subject to any agreement of the parties, the arbitrators should determine the
procedure to be followed in the arbitration. In partiaJlar, the arbitrators should
determine

• what documents and written submissions are to be lodged

• how evidence will be presented

• whether a formal hearing or hearings should be held

7.56 It is also important to specify that:

• arbitrators are not bound by ttle rules of evidence

• parties may be represented by any person whether legally qualified or not

• arbitrators may appoint an expert or experts to assist them

• arbitrators may require the disc!osure of infonnation from parties

• artitrators may issue an interim award or awards

• the third person appointed by the arbitrators will act as an arbitrator and not an
umpire

• decisions of the arbitrators will be by unanimous or majority decision
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Time limit for rendition of award

7.57 The arbitration procedure should be subject to a strict time limit for the rendition of an
arbitral award.

7.58 A significant defect in the procedure set out in Appendix A to the Discussion Paper is
the disaetion given to the arbitrators to determine the timetable for the arbitration~. It
is recognised that arbitration is a flexible process and arbitrators require flexibility in
establishing arbitration procedures to meet the circumstances of the dispute.
Nevertheless, it is in the public interest, as well as the private interest of the party
seeking access, to ensure that there is a prescribed time limit on the rendition of the
arbitral award. Otherwise, arbitration runs the risk of delay and frustration which is
often inherent in court proceedings.

7.59 The time limit for the rendition of the award could be imposed in a number of ways.
One method would be as follows:

• the initia~ arbitration would be sUbject to a strict time limit, such as six months

• the arbitration tribunal would have power to extend that period by an additional
two months

• further extensions would only be permitted with the consent of both parties

7.60 An altemative method would be as follows:

• the Initial arbitration would be SUbject to a strict time limit, such as six months

• the initial period could only be extended by the tribunal up to a maximum
period of nine months, but during this period the tribunal must permit interim
access

7.61 The proposal of six months is realistic. It is now common in commercial litigation for
Australian Courts to impose strict timetables on parties to achieve speedy resolution of
matters and commercial litigants have become accustomed to the management of
their cases in this manner. This is particular1y tNe of trade practices litigation in the
Australian Federal COl.::t For example, in the recent takeover battle involving Coles
Myer Ltd, Rank Commercial Ltd and Foodland Associated Ltd (which was injuncted by
the Australian Trade Practices Commission), the Federal Court ordered a full trial In a
period of less than three months. The Court emphasised the importance and
feasibility of conducting trade practices disputes in a speedy manner. As it turned out,
the bidding company, Rank Commercial, abandoned the bid and the proceeding
ceased.

7.62 All commercial operations have the resources and ability to deal with access issues in
a speedy manner, if required by legal process. Accordingly. it is vital for the arbitration
process to have a presaibed time limit to achieve this result.

46 See paragraph 13(e) of ~pendix A to the Discussion Paper
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Rights of appeal

----- ... _---

7.63 The Discussion Paper"7 states that reviews and appeals from decisions of the
arbitrators should be limited. Further, awards will be given effect to notwtthstanding
the appeal/review unless the court orders otherwise on compelling grounds.

7.64 Appeals from decisions of the arbitrators should be strictly limited. It is entirely
consistent with principles of commercial arbitration for rights of appeal to be limIted.
Indeed, in some circumstances. rights of appeal from decisions of commercial
arbitration are removed altogether. Thus for example the Commercial Arbitration Acts
in Australia permit the parties to exdude appeals by entering into an exdusion
agreement The Model Law on International Arbitration does not permit any appeals
on questions of law or fact and only allows an award to be set aside on certain limited
grounds unrelated to the merits of the award. This law was drafted by the United
Nations Commission on Intemational Trade Law and has been enaded in many
countries.

7.65 In the context of the proposed access regime, appeals should be limited to the
following matters:

• manifest excess of jurisdiction

• fraud or manifest procedural unfairness and

• manifest error of law

Furthermore, there should be no appeal as of right, but only by leave of the Court.

7.66 A costs disincentive should be imposed against appeals. If a party appeals and loses
the appeal, that party should be required to pay the full costs of the appeal. As an
additional disincentive, that party should pay the costs of arbitration (both parties' and
arbitrators' costs). Further, the Court should have discretion to require payment of a
monetary penalty if it finds the appeal was frivolous, vexatious or weak. Of course, if
the party appealing wins the appeal, no costs penalty should be imposed against the
other party.

7.67 Arbitral awards should be given effect to notwithstanding the appeal. The Court
should have no power to order otherwise. There is littie harm which can be cau~ed by
immediately acting on an arbitral.award. In the case of the new entrant, it will not
commence business unless it is satisfied with the aroitral award. In the case of the
supplier of the service, the a~itral award will have been made following a thorough
period of negotiation and arbitration proceedings. In these circumstances, it is highly
unlikely that significant harm could accnJe to the supplier of the service pending an
appeal.

7.68 On the other hand, there is a considerable risk that appeal rights could be used to
delay access. It is accepted that in many situations there will be signmcant

47 See paragraph 13(g) of Appendix A to the Discussion Paper
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commercial incentives for a dominant incumbent who is the supplier of a
complementary networ1< service to delay the implementation of access. All avenues
for delay would, rationally, be pursued. This may include seeking intenocutory orders
from a court to injunct an arbitral award pending appeal.

7.69 Such proceedings should not be entertained. Emphasis should be given to allowing
access at the eaniest possible time, in view of ttle Government's overriding objectives
of enhancing competition and innovation.

7.70 Furthermore, if on appeal the arbitral award is altered. retrospective orders may be
made. Even in this case, it is not entirely necessary for orders to be retrospective. In
other words, it would be reasonable to require the parties to be bound by the terms of
the arbitral award until an appeal court decides otherwise. Any order made by an
appeal court would then be prospective. In general, Courts should have the abiltty to
implement retrospective orders.

Joinder of parties and consolidation of proceedings

7.71 One issue which is not addressed by Appendix A to the Discussion Paper is joinder of
parties and consolidation of proceedings. Joinder of parties in this context means the
ability of a second entrant seeking access to the same monopoly faciltty to join the
arbitration proceedings commenced between the first entrant and the owner of the
monopoly faciltty. Consolidation of proceedings in this context means the bringing
together of two separate sets of proceedings between two different entrants and the
owner of the monopoly faciItty .

7.72 There is considerable inefficiency in conducting an arbitration proceeding between
one entrant and the owner of the monopoly, while ignoring the position of a second
entrant who is also seeking access to the same faciltty.

7.73 It must be recognised. though. that the basis on which a second entrant seeks access
may be entirely different to the first entrant Accordingly, the terms of access sought,
and any resulting dispute. may have little resemblance between the first and second
entrants.

7.74 On the other hand, there may be drcumstances in which the second entrant is
seeking access on identical terms to the first entrant. The question should be
addressed whether the second entrant should be entitled to join any arbitration
proceedings commenced by the first entrant, or consolidate two sets of arbitration
proceedings which have already commenced.

7.75 Because of the different circumstances which may arise, decisions on joinder of
parties and consolidation of proceedings should generally rest with the entrants. In
other words, if both entrants agree to a joinder or consolidation, that should take
place, and the dominant incumbent supplier of the service should not be entitied to
object. The benefit of joinder and consolidation is, of course, efficiency in the dispute
resolution process. In particular, the entrants will be able to share costs and expertise
conceming the issues involved. The ar1:»itrators will also benefit from having all
relevant issues raised in the one proceeding for decision.
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7.76 It is important, though, for either entrant to be tree to object to jOinder or consolidation.
The objection may be made on the basis of confidentiality and competition. Through
the arbitration process, the entrant is likely to reveal certain aspects of its commercial
intentions and objectives in the related market. It may not wish to share that
information wrttl a second entrant

7.77 This decision is best left to the entrants themselves. In other words, they will be in the
best position to assess the similartty or otherwise of their individual circumstances,
and the benefits which will flow from joinder or consolidation.

7.78 The right of joinder and consolidation should be given to the party seeking access, but
the party should not be required to accept joinder and consolidation against its will
except in tne circumstances set out in the following paragraph.

7.79 Where the first party seeking access does not agree to joinder of another entrant, a
dominant incumbent who is tne supplier of a complementary network service may be
faced with a multiplicity of arbitration proceedings. In some cases it may be
appropriate to order consolidation even against the wishes of the first entrant This
would be the case where the first entrants reasons for rejeding consolidation are
deany outweighed by the desirability of avoiding two or more proceedings. This
judgment should be made by the arbitral tribunal.

7.80 The arbitral tribunal should be empowered but not required to order joinder and
consolidation in these circumstances when requested by a second (or SUbsequent)
entrant with the consent of the supplier of the service.

7.81 When joinder and consolidation occur the arbitral tribunal should have the power to
make consequential orders for the conduct of the arbitration.

Type of awarri and final offer arbitration

7.82 The basic purpose of Final Offer Arbitration" is:

• to provide an incentive to the parties to make offers dosest to some "ideal"
outcome, in that way bringing the parties doser to agreement

• to narrow the scope of the arbitrator's final decision, as the arbitrator chooses
between two offers which should have been brought doser together

7.83 The usual form of one-part Final Offer Arbitration is difficult to implement in the
context of access disputes for the following reasons.

7.84 First, an access agreement involves a complex set of tenns and conditions relating to
the particular service in question. It involves determining and defining the type of
services provided, which may indude a range of factors such as the provision of
information and the requisite compatibility standards. Price is determined on the basis
of the range of services provided. Consequently I it would be difficult for the two
parties to produce two final offers which are entirely compatible and which will allow

48 See paragraphs 4-7 of AppendIX E to the Discussion Paper.
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the arbitrator to merely choose between them. The arbitrator will be forced to make a
range of decisions concerning the nature and scope of the services provided, and the
prices to apply in those drcumstances.

7.85 Secondly, Final Offer Arbitration is unlikely to assist in the clarification of economic
issues concerning access. While the views of the parties may be polarised, that
polarisation may be necessary at the outset to deany illuminate the various economic
issues at stake. In the Clear v Telecom litigation, Telecom should not be criticised for
holding certain views about economic pricing for access. The major crtticism of the
litigation is the delay involved in obtaining a resolution of the different view points, and
indeed the inability of the court system to deliver a resolution.

7.86 Thirdly, as outlined in the point above, the real problem with access determinations to
date has not been the problem of ·splitting the difference-, but the problem of not
achieving a resolution. The access regime with compulsory arbitration overcomes the
difficulties previously experienced with timeliness and cost. In those circumstances,
the detriment suffered by the parties remaining polarised is not insurmountable. A
party will be disadvantaged if it maintains a polarised view which is unsustainable.
There is an incentive inherent in any compulsory dispute resolution mechanism for
parties to promote legally or economically justifiable positions. In these
circumstances, Final Offer Arbitration is unnecessary.

7.87 Therefore, a two-part approach to the arbitral award is more appropriate for access
disputes.

7.88 The first part of the arbitration seeks to define the service to be provided under the
access agreement The charaderistics of the service would include:

• the definition of the service being provided

• other services, such as information services, which must be provided to
support access

• methods of measuring and billing the service to be provided

• technical issues to be agreed, inclUding issues which relate to safety

• other comme~~al terms which would normally be included in an access
agreement, such as methods to resolve disputes

7.89 It is only once the scope of the access agreement has been property defined that
pricing for access can be agreed. Consequently, the two-part process of artitration
contemplates an initial decision on the terms of the access arrangement, followed by a
second decision on the pricing for access.

7.90 The second part (the decision on priang) should be made subjed to sealed bid Final
Offer Arbitration. At ttlis stage, the impediments to Final Offer Arbitration noted above
would be overcome. However, Final Offer Arbitration should not be undertaken if all
the parties to the arbitration agree that the price should be determined by the arbrtral
tribunal in its award on terms and conditions of access.

52



29 September 1995
Commercial in Confidence

7.91 The arbitral award should prescribe the terms and conditions for access. This will
mean that there is no need for the parties to execute an access agreement following
the arbitration. The arbitral award itsetf will constitute the access terms and
conditions. This avoids any need for either party to take action to force the other pany
to enter into the access agreement It also ensures that the arbitral award is final and
binding, and neither party may argue for further terms and conditions to be included in
the access agreement.

7.92 The arbitral award should be enforceable in the High Court·.

Costs

7.93 A distinction can be drawn between the costs of the arbitration (including both the
arbitrators' fees and all other expenses relating to the arbitration such as venue hire,
secretarial costs and hote' and travel expenses) and the costs of the parties (being
essentially legal costs)!lO.

7.94 In particular, an award of costs as CQntemplated in the Discussion Paper should
include all costs, both costs of the arbitration and the other parties' costs.

7.95 An arbitration procedure should also facilitate a process for ensuring financial security
of the arbitration. Consequently, the arbitrators should be empowered to order the
parties to deposit moneys on account of fees and expenses. Those advances should
be provided equally by each party unless the arbitrators, in their discretion, determine
otherwise. If one party refuses to pay, the other party should be invited to pay the first
party's share. The award should deal with finalliabUity for costs and may award the
payment of interest to compensate for no~paymentof an advance, and its funding by
the other party, in the course of the arbitration.

7.96 If, as recommended, arbitrators are appointed by the parties, each party should settie
the appropriate fees with its arbitrator. The presiding arbitrator's fees should be
agreed by the parties and the arbitrator. Failing agreement between the parties, it
should be setUed by the President of the Arbitrators' Institute of New Zealand and the
arbitrator.

7.97 In awarding costs, the arbitral tribunal should have a discretion to award an amount
less than an arbitrator's fees if it determines that the fees are, in the circumstances,
manifestly excessive.

Mandatory disclosure regime

7.98 The final enhancement to the light-handed regime whiCh Bell South proposes is a
mandatory disclosure regime applicable to Telecom for so long as it is the dominant
incumbent.

7.99 Access netwoIU in the telecommunications industry have certain similarities with line
businesses in the electricity industry, both being charaderised by high fixed costs and

49
50

As contempl.eeI in pal1lgl1lph 16 of ~pendix A to the Discussion Paper.
The reference to costs in paragraph 15 of Appendix A to the Discussion Piper should be clarified.
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large volumes of low value units passing over the networK. Therefore, the disclosure
regime for line businesses in electricity may be a good model for the implementation
of a more appropriate telecommunications disclosure regime.

7.100 There are, however, significant differences between the two industries, some of which
have been discussed eartier in these Submissions, in particular, in relation to dynamic
effidency and the greater pace of technological change within telecommunications.
Other differences are

• the number of companies in New Zealand operating as line businesses is
much larger than the number of telecommunication companies offering
network services (essentially, just Telecom)

• the number of services that are offered to customers is much .greater in
telecommunications leading to a higher proportion of shared costs. Thus, the
cost allocation mechanism is of more importance

• there is no need to interconnect between differing distribution network
operations, contrasting with telecommunications where there are two-way
networks

7.101 The key differences must be reflected in a revised telecommunications discJosure
regime.

7.102 In order to enhance market processes to adlieve Government policy objectives of
maximising the telecommunications sector's contribution to overall economic growth,
and for the correct assessment of the impact of Telecom's agreement with its
shareholder to restrict residential tariffs, the -access networn· should be segmented
into, at a minimum, CSD, urban, suburban and rural, and possibly by typography. The
variable nature of New Zealand's topography means that there are large differences in
cost structure (hills, for example, have a considerable impact on cost and the
introduction of competition)!1.

7.103 For competition and innovation to flourish in what has historically been monopoly
areas, mucn faster provision of information by Telecom is needed. Financial and
performance measures should be required to be discJosed every quarter, with auditing
canied out once a year, or at greater frequency jf requested by a party. The
obligation to report. on a quart.eny basis should not be onerous since Telecom

51 The key requirements of the Eledncity (Informiltion Disclosure) RegulGons are:
• disclosure of separate audited finanCial stIItements bt:tween differing business units (line, energy

trading and genel1ltJonj
• disclosure of methodologies for allocations of costs, l1MIflues, assets Ind lilbilities between

business units

• disclosure of transfer pncrnQ betWeen related parties
• disclosure of line pricing policies and methodologies
• disdosure of costs and nMtnues by load group. Ind the methodologies used for their Illocation
Initill disclosure hIS only JUst been made by many of the electricity distribution companies. Thus, it is
not possible to jUdge the success or otherwise of the efedricity inform8tion disclosure regime. However,
the large number of mergers and tlkeovers by industry participants th8t are occumng indicate the
companies themselves see the need to enlarge to obtain benefits of scale Ind hence to increase both
absolute and relative efficiency.
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prepares and pUblicly diseoses financial position statements every quarter. Given
that technological change is affecting the telecommunications industry at a rapid rate
and hence the risk of technical obsolescence is great the revaluation procedure
should occur at feast annually.

7. 104 Given the large differences in costs of service and the restriction on revenues from
residential customers, both costs and revenues within an area network should be
apportioned to residential and business, with the allocation mechanism disdosed.

7.105 For telecommunications, there should be five elements of costs:

• traffic sensitive networK costs

• non-traffic sensitive netwo\1( costs

• fixed and common overhead costs

• non-netwof'1( operating costs

• interconnection costs

7.106 For revenues, there should be four elements:

• usage related retail revenues

• access related retail revenues

• interconnect related revenues

• revenues for other services (e.g., call waiting, call forwarding)

7.107 The appropriate performance measures for the telecommunications industry should
be:

• number of calls

• number of call minutes

• number of interconnect calls

• number of interconnect minutes

• number of customers

7.108 Such data for revenue, costs, and performance should have the following
components:

• residential and business
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• peak and off-peak

• local and long distance

• other services

-_.._-.....

7.109 Of key importance is the .Uocative mechanism adopted for cost allocation w'here costs
are shared or common between differing services. The majority of costs in
telecommunications are either shared or common and thus knowledge of the basis
adopted for allocation is essential. It is recognised, for example, that there is
significant ability to load costs onto less competitive areas.

7.110 It is likely that even rural areas wUl become subject to competition in the not too distant
fut1Jre. and ttlerefore ttlere will be less need for extensive disclosure. Telecom should
therefore be subject to this strengthened disclosure regime for so long as it is
dominant and it is bound by its agreement with its shareholder to restrict residential
tariffs.

7.111 This disclosure will ensure that all network operators will have sufficient information to:

• become active competitors in the local loop at the appropriate time

• be able to negotiate with Telecom on interconnection on a fainy informed
basis, and in particular on the extent of the impact that Telecom's agreement
with its shareholder to restrict residential tariffs has on Telecom's profitability
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APPENDIX A

Answers to Questions (1H16)

A.1 This Appendix answers the specific Questions (1H16) asked on pages 14-16 of the
Discussion Paper. These answers are mostly summaries of relevant parts of the
particular discussion in these Submissions of the broader issues raised by those
specific questions.

The rtlQul.mry frameworlf for detennining access terms and conditions

Summary answer to Question (1)

QuesnoN (1): Which of the following options for defining and enforcing the regulatory
environment for vertically..integratllClnatLnl monopofies would beSt promote economic
efficiency in a mannerthat is timely, certain andpNdictable?

Ca) No principles (apart fnHn 1he Commerce Act) with solution and enforcement by
the courts (i.e., the status quo);

Cb) No principles (apart from 1t1e Commen:e Act) with resolution and enforcement by
a new compulsory arbitJation mechanism;

(c) Broad legislative principles with the courts;

Cd) Broad legislative principles with compulsory arbitration;

Ce) Broad legislative principles with a statutory regulatory agency (such as the
Commerce Commission);

(f) Det.ned tndustry-specific principles with the courts; and

(g) Oetailed industry..specific principles with compulsory nitration.

A.2 An approach which specifies no principles, apart from section 36 of the Commerce
Act, is fundamentally f)S"Ned. Detailed industry-specific principles are not consistent
with New Zealand's light-handed regulatory approach. Accordingly, broad and non
prescriptive legislative principles must be introduced to govern the determination of
access terms.

A.3 The factors of precedent value and the rules for determining standing and admissibility
of evidence have limited significance in the selection of the most appropriate
regulatory institution for an access regime. Accordingly. the Courts are inappropriate
to act as the regUlatory institution for an access regime.

A.4 Both arbitrators and a staMory regulatory agency are able to impose the more flexible
range of solutions required for access disputes. The factors of cost and delay of
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making decisions and taking action, and of access to technical and economic
expertise, can be made relatively neutral between arbitrators and a statutory
regUlatory agency (such as the Commerce Commission). The determinative issue on
the selection of arbitrators or a regulatory agency is vulnerability to outside influence.
Accordingly, because regulators are vulnerable to outside influence, compulsory
arbitration is the most appropri8te regulatory institution to achieve economic efficiency.
as it encourages the continued use of marKet processes to resolve access issues.

A.S Broad legis/ative principles with compulsory arbitTiltion as in (d) will therefore best
promote economic ef'liciency in a manner that is timely, celtain and predictable.

Summary answer to Question (2)

QUESllON (2): If broad legislative.principl. ".. adopted, would the following
principles promote theob~setout in the question above? .

<a) The extant to which competition is ....ned or IikelytDbe limited in the relevant
market;

(b) The necessity or desirability of safeguarding the interests of consumers; and

(c) The promotion of efficiency in the production and supply or acquisition of the
controRed service.

A.S There is little doubt that the principles set out in paragraph 195 of the Discussion
Paper, other than the safeguarding of the interests of consumers, will promote
economic efficiency in a manner that is timely, certain and predictable.

A.7 The objectives of Govemment policy which firms should have regard to in marKet
eXchange and private contracting and which any arbitral tribunal should be reqUired to
comply with, are to maximise welfare by:

• ensuring that efficient entry and competition in that or any other marKet is not
prevented, restricted, delayed or lessened

• promoting effiCiency including dynamic, allocative and productive efficiency in
the production aI'd supply or acquisition of the relevant services

• supporting the combination of competition and innovation to their mutual
benefit and encouraging greater dynamic efficiency with, if there is a trade-off,
precedence over short-term static efficiency gains

A.a SUbject to the broad principle of the promotion of the interaction of competition and
innovation. there is Irttle need to add to the broad principles referred to above.
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Summary answer to Question (3)

----------

QUESTlON (3): What are the advantages and drawbacks of communicating detailed
statements of policy to the regulatory institution via Govemment statements as occurs
in s.26 of the Comrnet ce Act?

A. 9 Government intervention in the access process through communicating detailed
statements of policy to the regulatory institution is inappropriate. Government
intervention is vulnerable to outside influence.

A.10 Once the improved access regime is in place, the Government should observe the
outcome of the process before making any changes. If further changes are
necessary, the Government should implement the changes through normal legislative
processes which are transparent and subject to public scrutiny and accountability.

Summary answer to Question (4)

QUESTION (4): Should the wording guiding the ragulatoryinstitution as to how much
weight to put em the s.26-type statements be stronger than the·Mhave regard to"
requirement of 5.26: e.g., .~ required to comply wIth-? .... .

A.11 The regUlatory institution should only be required atmost to "h.... reg.rd ton any
section 26-type statements, and should not ·be required to comply with n

.

Summary answer to Question (5)

QUESTION (5): What are the advantages and drawbacks of.., arblb ation process of the
type set out in Appendix A? What are the advantages and drawbacks of Final Offer
Arbitration?

A.12 The arbitration process of the type set out in Appendix A to the Discussion Paper
generally would be effective in ensuring that access is provided in a manner that is
timely, certain and predictable.

A.13 The need to establish a panel of arbitrators which is compulsory to the parties is
questionable. The parties should be free to select their own arbitnltor for dispute
resolution.

A.14 Subject to any agreement of tne parties, the arbitrators should determine the
procedure to be followed in the arbitration. However, the arbitnltion procedure should
be subject to a strid time limit for the rendition of an arbitral award. Appeals from
decisions of the arbitrators should be strictly limited. A costs disincentive should be
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imposed against any appeals. Arbitral awards should be given effed to
notwithstanding the appeal. The Court should have no power to order otherwise.

A,15 Because of the different circumstances which may arise, decisions on joinder of
parties and consolidation of proceedings should generally rest with the entrants. The
arbitrators should be empowered but not required to order joinder and consolidation
when requested by a second (or subsequent) entrant with the consent of the
monopoly owner,

A.16 The usual form of one-part Final Offer Arbitration is difficutt to implement in the
context of access disputes. A two-part approach to the arbitral award is more
appropriate for access disputes. The first part of the arbitration would seek to define
the service to be provided under the access agreement The second part (the
decision on pricing) should be made subjed to s.ale~bid Final Offer Arbitration.

A.17 The arbitral award should prescribe the terms and conditions for access.

Access Pricing Options

Summary answer to Question (6)

QUESTJON(6):Having rwg&I'dto u.eUStoffaCtors in para_:214, which of the
pricing Ntes tist8d below best achie'MSthe objectivas·of eft'iciencyfOr interconnection
in order to provide (a) local telephone .rvice;(b) Iong-distance_rvice; and (c) other
telecommunications _rvices, such as calIular?

(a) pricing at long-run average incremental cost;

(b) the BW or Efficient Component Pricmg Rule; (or FNllessmonopoly profits); and

(e) (in.the ca.. of two-way networtcs) the rule of "reciprocitY' and related such IS
-bill and keep". ' ". ." .

A.1 B LRAIC guards against predatory pricing and also checks whether inappropriate
interconnection prices invite uneconomic entry.

A.19 The Baumo~Willigrule fails to achieve overall ecOnomic (allocative, produdive and
dynamic) efficiency. It is therefore inappropriate as an access pricing principle.

A.20 Policy should encourage interconnection charges that are b8sed on the principles of
reciprocity. non-discrimination, unbundling and de-averaging and are equal to LRAle
or higher ttlan LRAIC only as necessary to recover appropriate fixed and common
costs.

A.21 The principle of reciprocity promises partially to carred the strategic imbalance that
exists between the dominant incumbent and entrants.
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Summary answer to Question (T)

QUESTION (7): Having regard to the list of factors in paragraph 21., which of the
pricing rules am.d above (or ....where) best achieves the objectives of efficiency for
access to networtcs in other industries {such ..."etlicityor gas)?

A.22 The present problem is in telecommunications. Therefore, it should be addressed
first However, many elements of the proposed solutions apply to other network
industries. These solutions wo~ best in the presence of substantial potential and
actual competition. Today, of all netwo~ industries, telecommunications has the
potential to be the most competitive. Thus. the proposed solutions apply best to
telecommunications. Those solutions are proposed with this industry generally in
mind and, more particularly, with the issue of interconnection to provide local service
(using either fixed or wireless technologies) in mind.

Summary answer to Question (8)

QUESTlON (I): What otherprtnciples (e.g.,· principe. relating u,.the technical
specifications of intlerconnection. or unbundling of components) .N·necessary to
achieve the objective of efficiency in the telecommunications..ctor? in other sectors'?

A.23 Other pricing principles that would further promote economic efficiency in the
telecommunications sector indude:

• the requirement that a network operator has to offer fair and reasonable
access prices and other interconnection tenns to competing and
complementary network operators

• the principle of reciprocity for like termination services to countef1:)alance the
strategic advantages which the dominant incumbent enjoys as a result of its
unearned historical monopoly position

• a principle that there be no netwo~ operator-specific price discrimination to
prevent anti-competitive favouritism among competing netwo~ operators by
the dominant incumbent

• a principle that interconnection charges are unbundled so that those services
needed by another network operator can be offered on a stand-alone basis

• a principle that interconnection charges be de-averaged so that they take
account of different geographic and customer markets

• a principle that monopoly rents be exduded from interconnection charges

61



29 September 1995
Commercial in Confidence

A.24 There are a number of other factors which would also achieve the objective of
efficiency in the telecommunications sector. These factors are considered in detail
elsewhere in tt'lese Submissions. In particular, however, greater efficiency will be
achieved by the adoption of a mandatory comprehenSIve disdosure regime applicable
to the dominant incumbent That regime will ensure that negotiations and arbitration
on prices and other terms and conditions will be conducted on a considerably more
informed basis than is possible today.

A.25 Telecom has an incentive to understate its marginal costs of production in its
competitive mal1(ets and then employ the Baumol-Willig rule to charge an exdusionary
interconnection once vis-a-vis another fellow networX operates.

Summary answer to Question (9)

QUESTION (9): Which of the following two optionsismontJJkeIy:to.achieve the
objectives of (i) ensuring the costs afthe social'obIigation .recontributed to by all
users of a natural monopoly facHlty in. way that does not distort competition~n
them; and (ii) allocating the costs of the obligation on • basil which minimiDs the
economicdistDrtions c.....d?

(a) interconnection pricing rutH which do not require separate·estimation and
verifICation of the social obligation costs (such as the fJW rul.); or

(b) separate estimation and verification combined with some means of allocating the
cost between competitors (whether in nMation to the intercomec:tion pricing or
not).

A.26 Telecom's assertions that its agreement with its shareholder to restrict residential
tariffs is in fact an obligation have not been demonstrated. Other netwol1( operators
suffer a significant information disadvantage in relation to this agreement

A.27 Telecom should be subject to a mandatory comprehensive disdosure regime requiring
it, as the dominant incumbent, and as an incident of its agreement with its shareholder
to restrict residential tcMffs, to disdose the agreement's contribution element for every
economically distinct residential and bUSiness marXet and service.

A.28 To the extent, therefore, that Telecom's agreement with its shareholder to restrict
residential tariffs does in fact impose an observable ·obligation- in any economically
distinct residential and business market and service, then that ·obligation- should be
recovered by Telecom by way of the interconnection charge payable in respect of that
distinct market or service.
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Summary answer to Question (10)

QUESTION (10): Is there an economicaUy efficient methodology for estimating social
obligation costs? What are the advantages and drawbadcs of the two methodologies
("'futty distributed costs" and "voidabte incremental costs") n..ntioned in the test?

A.29 On the basis of the answers set out in paragraphs A.26-A.28. there is no need to
determine an economically efficient methodology for estimating the cost, rt any, of
Telecom's agreement wittl its shareholder to restJiet residential tariffs.

Summary answer to Question (11)

QUESTION (11): Is there an economic:ally tlfftcient rnethodologyfor allocating social
obligation costs among the competing networks? What methodology should be used
for allocating the Kiwi Share costs among competitors?

A.30 On the basis of the answers set out in paragraphs A.~A.2S, the economically
efficient method for allocating the costs, if any, of Telecom's agreement w;th its
shareholder to restrict residential tariffs among competing network operators is to
impose a mandatory comprehensive disclosure regime on Telecom which enables the
so-called "obligation·, when it exists in relation to a p8rticular market or service, to be
recovered by Telecom by way of the agreed interconnection charge for that market or
service.

Summary answer to Question (12)

QUESTION (12): How should the costs afthe auditor be shared among the
competitors?

A.31 If it is necessary for an independent auditor to audit and verify the disclosure made by
Telecom pursuant to the mandatory disclosure regime, the cost of the auditor should
be shared by both the network operator requesting the audit and Telecom. However,
there should be power to require Telecom to meet all the costs of the auditor where it
has not originally disclosed the appropriate infonnation.

The Gatekeeper

Summary answer to Question (13)

QUESTION (13): Is it possible to satisfactorUy delegate from the Gowmment the
authority to invoke an access pricing regime? Do the risks outweigh the benefits?
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A.32 The question is not wtlether or not it is possible to delegate satisfactorily from the
Govemment authority to invoke an access pricing regime. or whether or net tt1e risks
outweigh the benefits. Mal1cet processes must be enhanced in telecommunications to
achieve Government policy objectives of maximizing this sedor's contribution to
overall economic growth through promotion of economic efficiency. These
enhancements should take the form of an industry-specific two-part arbitration
process guided by broad economic principles which promote dynamic and a/locative
efficiency and economic welfare, accompanied by strengthened disdosure
requirements.

A.33 If these enhancements are made. there is no need for the Govemment to delegate.
satisfactorily or not, the authority to invo«e an access pricing regime. There is equally
no need to consider whether the risks of doing so outweigh the benefits. Put.another
wayI if policy makers enhance the lWgime as aellSouth submits to enable mal1cet
processes and private contracting to achieve Govemment policy objectives I there is
no need for a Gatekeeper of the kind envisaged by the Discussion Paper.

A.34 On this basis. therefore, the de facto -Gatekeeper- is compulsory arbitration
accompanied by a compulsory detailed disdosure regime applicable to the dominant
incumbent There is no need for a GCekeeper to be appointed in respect of the
establishment of an arbitral regime for the telecommunications industry.

Summary answer to Question (14)

QUESTION (14): Which of the options setout below best mMts the objective of
promoting economic efficiency subject to timeliness, certainty and predictability, taking
into account any possible reguiatory coats? In particular,·is the judgment about when
to invoke an access pricing regime best made by the Crown?·

(a> the courts, subject to the Commerce Act;

(b) a statutory regUlatory body, subject to broad legislative principles;

(e) a statutory regUlatory body, subject to detailed legislative principles;

(d) Government acting under statutory powers and subject to broad legislative
principles; and

<e> the Government acting under statutory powers and subject to detailed
legislative principles.

A.35 On the basis of the answers set out in paragraphs A.32-A.34, there is no need to
consider which of the options set out above best meet the objective of promoting
economic efficiency subject to timeliness, certainty and predictabilityI taking into
account any possible regUlatory costs. There is no need to consider wtlether the
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Judgment about when to invoke an access pricing regime is best made by the Crown.
Neither of these questions arises for consideration

Summary answer to Question (15)

QueSTION (15): is it pouibMt to define a U".ho'd, for determining which disputes
should have acceu to a new acc.s reg\Mtion ~ime, that meets the objectives set
out in paragraphs 235-237? Do the principles set out in paragraphs 2C-244 meet
these objectives? If not, what principles might define such a threshold?

A.36 On the basis of the answers set out in paragraphs A.32-A.34, there is no need to
consider whether it is possible to define a threshold, or to detennine which disputes
should have access to a new access regulation regime. Whether or not the principles
so set out meet the objectives also so set out, and whether or not there are other
principles which might define such 8 threshold, none of these questions arises for
consideration.

Summary answer to Question (16)

QUESTION (16): Is It necessary to distinguish fonnally between bona fide downstream
competitors and other end-users or customers in the telecommunications industry for
the purposes of detennining access to a newaccessntgUiation nagime? Does the
suggestion in paragraph 246 satisfactorily make this distinction?

A.37 On the basis of the answers set out in paragraphs A.32-A.34, there is no need to
consider whether it is necessary to distinguish formally between bona fide
downstream competitors and other end-users or customers in the telecommunications
industry for the purpose of determining access to a new access regulation regime.
The question does not arise for consideration.
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APPENDIXB

Pricing access

Introduction

8.1 This Appendix considers access pricing prindptes in the -=mmunieations seder in New
zealand. BeUSouth believes that it is poui* to denve a set of KeeSS pricing principles
which should, in prindple, fonn the guiding principles for 1he negob8tion and. if necessary.
the arbitration of interconnection cnarges.

8.2. At this point in time, BenSouth does not propose that these access pricing prin~ be
enacted as such into legislation, whether generally for a range of~ industries or
specifically for tetecommunialtions.

B.3 Ac:cordingly, this Appendix:

• sets out BellSouth's submissions on the access pricing principles to guide
negotiations and arbitration for the teJec::ommunicltions sec:tDr in New Zealand

• discusses and analyses:

the issues raised in this context in the Discussion Paper

the options available in this context

The summary of BellSouth's answers to Questions (6)-(8) asked on page 14 of the
Discussion Paper is found in Appendix A to these Submissions.

Summary of submissions on access pricing principles

8.4 Any access pricing principles that should be considered for controlling the
interconnection or access price in the telecommunications sedor in New Zealand
shoutdS2

:

• promote economic efficiency

• be timely

• have a high degree of predidability

8.5 8ellSou1tl agrees with the statement in the Discussion Papef"3 that the:

relevant criterion for identifying which access pricing NI. is most Ipproprime is economic efficiency (i. •..
productive. aUoeative and dyn.mic efficiency)

8.6 BellSouth submits that the access pricing principles which best achieve the objective
of efficiency for interconnection in the telecommunications sedor in New Zealand are:

52
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A£ SUIted in paragraph 209 of the Discussion Plpef.
See paragraph 209 of ttl~ Discussion Paper.
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• Principle 1:

• Principle 2:

• Prinaple 3:

• Principle 4:

• Principle 5:

• Principle 6:

mandatory interconnection of networks in conjunction wrth the
safeguards of the incremental cost test

reciprocity of interconnection charges

non~iscrimination across network operators for the same service

unbundling of interconnection charges

geographic de-averaging of interconnection charges

exclusion of monopoly rents from interconnection charges

8.7 BellSouth submits that the BaumoJ-Willig rule is inappropriate for the
telecommunications sector of New Zealand. This Nle consists of:

• a principle: the dominant incumbent is paid its full opportunity costs, including
monopoly rents, but takes no risk

• an implementation mechanism: the full opportunity cost is measured residually

8.8 The BaumoJ-Willig Nle is inappropriate in a regime of light-handed regulation, such as
in New Zealand, because:

• the principle is inappropriately narrow in scope

• the implementation mechanism is mathematically biased in favour of the
dominant incumbent

B.9 Moreover, the Baumol-Willig rule:

• fails to promote or achieve overall (allocative, productive and dynamic)
effiaency even in the Msimplest. static and ~uncertainty" context of paragraph
124 of the Discussion Paper

• acts to perpetuate high prices, limit entry, restrict, prevent and even eliminate
competition as well as retard innovation

Only under extremely exceptional conditions, far-removed from the
telecommunications sector in New Zealand, could the Baumel-Willig rule be
appropriate.

B.10 The basis for this submission on the BaumoJ-Willig rule is set out in Appendix C to
these Submissions.

Analysis and di.eussion of issues and optiOM

Pricing principles to achieve efficiency in telecommunications in New Zealand
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Objectives of public policy

U.,,,IIUU,,,

8.11 The goal of policy for the telecommunications sedor in New Zealand is to pursue
a/locative. productive and dynamic efficiency. Dynamic efficiency is a good measure
of the effectiveness of policy towards the telecommunications industry. To pursue
efficiency. policy makers must create a legal and business environment where firms
can freely compete on an equal footing. Economic theory predicts that competition on
a level playing field will lead to efficient production. efficient pricing and the highest
benefits for consumers and producers.

8.12 The present competitive playing field in the telecommunications sector in New
Zealand is far from level. The existence of a dominant incumbent, the "adoption" of
the Baumol-Willig n,de and the weakness of competition law each enable the dominant
incumbent former state monopolist to dictate terms tt1at limit competition and
marginalise or exdude actual and potential entrants.

8.13 This Appendix suggests some access pricing principles which would make tt1at playing
field more level. Even 10, the dominant structLnl position of the incumbent (and the
resulting tilting of the playing field) presents very considerable challenges to policy
makers in the context of a light-handed regulatory regime.

8.14 If these access pricing principles are adopted:

• competition will be strengthened

• prices will fall

• new services will be deployed at an accelerated rate

• quality will be enhanced

• more efficient netwol1< usage will be achieved

• greater overall efficiency will be achieved

B.15 In this context, dynamic efficiency is fundamental. The present titJed competitive
playing field severely restricts the possibilities for innovation which are vast in
telecommunications.

B. 16 These proposed access pricing principles are likely to increase both dynamic and
static efficiency. Occasionally, there may be a trade-off between static and dynamic
efficiency. Schumpeter argued in favour of temporary monopoly profits to reward
filTT'ls for innovative behaviour, not in favour of a franchise which would stifle
innovation for fear that its position is ltIreatened. Telecom is deaMy eaming monopoly
profits. But those monopoly profits cannot be interpreted as a proper return for its
ingenurty and initiative. Instead, tt10se monopoly profits are the simple resutt of a
monopoly franchise enjoyed by Tefecom by historical accident Those monopoly
profits do not produce the benefits that Schumpeter foresaw which would come from
rewarding innovative entry into these mar1(ets.
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Nature of the access pricing problem: lack of access pricing principles and lack of
information shanng

8.17 The access pridng problem which arises today in the New Zealand
telecommunications sedor is a result of the lack of appropriately defined and
understood access pric;ng princ;ples that can guide networ'X operators to negotiate
and agree interconnection charges without recourse to lengthy and costly dispute
resolution procedures. For example, there is today no agreed basis to require, or
provide incentives to, the dominant incumbent to charge a non-disaiminatory, fair and
reasonable amount Telecom today therefore has no incentive to charge fair and
reasonable access prices. Telecom has every opportunity to charge access prices
which minimise competitive threats.

B.18 This access pricing problem is also a result of the extreme information asymmetries
which exist today in telecommunications in New Zealand. It is therefore essential that
the dominant incumbent be subject to a mandatory disdosure regime which enables
other network operators to negotiate access prices and other terms and conditions on
an informed basis.

The Baurnol-WiDig Rule is not an appropriate access pricing rule; monopoly rents
should be excluded from intereonnection charges

B.19 The Baumol-Willig rule:

• fails to promote or achieve overall (allocative, productive and dynamic)
effidency even in the Msimplest, static and no-uncertain~ context
contemplated in the Discussion Paper-'

• acts to perpetuate high prices, limit entry, restrict, prevent and even eliminate
competition and retard innovation

Only under extremely exceptional conditions, far-removed from the
telecommunications sector in New Zealand, could the Baumol-Willig rule be
appropriate.

B.20 The basis for this submission on the Baumol-Willig rule is set out in Appendix C to
these Submissions.

Principles of intereonnection: mandatory interconnection, reciprocity of intereonnection
charges, non-discrimination across fellow network operators, unbundling of
interconnection charges, geographic de-averaging and exe/usion of monopoly rents

B.21 The access pricing principles which should be adopted are:

• Principle 1: mandatory interconnection of networlcs in conjunction wfth the
safeguards of the incremental cost test

• Principle 2: reciprocity of interconnection charges

See paragraph 124 of the Discussion P8per.
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• Principle 3:

• Principle 4:

• Principle 5:

• Principle 6:

norKiiscrimination across network operators for the same service

unbundling of interconnection ChBfT}eS

geographic de-averaging of interconnection charges

exclusion of monopoly rents from interconnection charges

8.22 The objective of these principles is:

• to encourage interconnection of networ1<s in order to create services whictl
have the effect of driving down prices and which meet unmet users service
needs

• to create a level playing field where network operators can freely compete on
an equal footing, leading to an efficient telecommunications sedor

• to ensure that prices both stimulate efficient usage of networn and also
provide corred signals for network operators to innov8te

8.23 Mandatory interconnection of networlcs. A network operator is required to offer fair
and reasonable access prices and terms and conditions to competing and
complementary network operators.

8.24 This principle counteracts the tendency for a dominant incumbent to use its control of
essential network facilities to restrict competition in markets for substitute services. A
minimal restnetion on a dominant incumbent is that interconnection charges fall
between average incremental cost and average stancHilone cost

8.25 Care needs to be taken in computing stand-alone costs. It is necessary to ask what
the costs are of providing access on a stand-alone basis given by best practice (Le.,
the most advanced state of knowledge of, and expertise used byI any network
operator). This requires the separation out only of those expenditures necessary to
provide interconnection services. In addition, it is necessary to require that the
dominant incumbent use in its computation, regardless of the actual technology used
in its network, "best practice- technology. Otherwise, tt will inflate the costs of
interconnection.

8.26 In most circumstances, access prices below AIC would not be in the interests of a
dominant incumbent This possibiltty is a concern when the dominant incumbent
attempts to drive out actual or potential suppliers of access services.

8.27 Reciprocity of interconnection charges. This principle means that the interconnection
pricing schedule offered by network A to netwof1( 8 for calls that originate from
netwof1( 8 and pass through or terminate in network A is the same as the
interconnection pricing schedule offered by networ1( 8 to n8twor1( A for calls that
originate in netwof1( A and pass through or terminate in network 8.
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